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AmetiteCh IHinois Witne. Dr. I<orIIjczyk telttfiect that Dr. Cornell utilized an
erroneous prac:edure for un-lavering and ..levlNing in daterrninjng the data which he
utilized in hil CN'M -.lysis. He noted that since Dr. Camell rllevW'ed eech
comparable company to a ClPital structure of 12,. llqUity and 18" debt. it is
inappropriate to use, al Dr. Cornell does, a capital structure of 75" equity end 25%
debt to calculate a WACC. In Mtdition, Dr. Korajczyk noted that Or. Comell
inconsistently weighted Ameritech versus the other c:ompal"llbte firms in calculating the
DCF and CAPM equity cost of capttaI. When Arneriteeh hal a lower cost than the other
ccmparables (the DCF .,.'ysis), Dr. Cornell gives Ameritec:t1 a weight of 25% r.lative
to the other camll*'" firms. H~er, when Amwiteen hal a high.. cost than the
other comparable. (the CAPM .".tylis), Dr. Cometl ucribes a weight of only 1•.4% to
Ameritech IIlinoi. retatlYe to the other com....ble firms. The Company noted that
although Dr. Cornett criticized Mr. Dom..,1a'. market"';sk premium e.timatl because it
retied on Ibbotson data goi"" b.ck to 1921, Dr. Cornell himself p."ly retied on data
going baCk to 1802, wttich he actcnowledglld Inch.ldld even leu complete data.

Am.itech Illinois .'se pointed out that the CAPM lind DCF methodologies Or.
Cornell employed in this praceeding dfhred from the advice that he gives in his
published te~ook, COff,tOt'Ite Valuation. For _mpte. the textbOOk note. tnet to avoid
problems of data mining. the entire period from 1121 to the pre.ent should be utiHzed,
or as a next best sub.tltute, the polt-war period from 1945 to the pre..nt. His textbook
wams that finer partitioning of the sample dala, even if done with the ba.t intentions,
raiN. the specter of introducing bi.. The four historical time periods upon which Dr.
Cornell in part retied in deriving his recommended mlltket risk pr.mium. however,
contain nner partitioned periods from 1951 to 1115 and 1971 to '995. The Company
noted other inconslstencie., including Dr. Cornell', use of an annual DCF model in this
proceeding as opposed to the quarterly compounding DCF model utilized in his
textbook to illustrate the appropriate application of the DCF methodology, as well .s Dr.
Cornell's consid••tian of bath the arithmetic and geometric average of past retums for
purposes of this case, wherea. hi. textbook advise. th.. the best estimate of expected
returns is the arithmetic average of past retums.

Ameritech Illinois atlo noted that in determining his risk premium, Or. Come"
started with the 51 Poor SOD Index but then limited the sample to firms that pay a
dividend of at le••t 3", which shrinks the sample from 500 to 50 firms. me.. firms .re
generally larger firms, and since smaller firms historically have earned higher risk
premiums than larg., firms, the nat effect of this limitation is to hold down the risk
premium. The Company Itltnois maintains that becaLise of the errors in Dr. ComeU's
analysis and because he fat·.. to sufficiently explain the significant deviations from the
mett'lodologies he advi••• In his published textbook, Dr. CorneU's cost of equity
analysis should not be relied upon in this case.

Staff criticized Dr. Cornell's DCF analysis because it did not reflect quarterly
compounding of dividends. (AT&T/Mel JOint Ex. 4.0 at 13-'4). As. result. Or. Comell
introduced a downward bias to his DCF cost of equity estimates by ignoring the fact
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thItt inwstOf'S .. "fe that dividends .. normaUy paid quMerty .~ r~ this
...c:&ation in their ""';red rate of return. of 1M """"'Ity to ,...nve.t
dMdwIda and the time vlltue .of maney, investara n .,..... value to ~"'Iy
dividends than ta I y......nd annual dividend. (Staff Ex.•.0, Schedule••.03 and ".0.,
StIItf ex.•.01 -' 2).

Staff also maintained thllt Dr. Cornell erroneously averred that uling the
quarterly OCF moaal to develop the allowed rat. of return would ClUU the companies
to ••m -an etfKtiv. r. higher than the .Nowea rate~ of monthly
compounding.- (AT&TIMCI Joint Ex.•.0 lit 38). Ms. NicdllO-Cuyugan testified that Dr.
Cornell made the unsupported asaumption thet utilitift continuously receive positive
net celh flows monthly and that they are abl. to reinvest thoA net positive cuh flows
consistently at a return equal to their respective cost of capital. (Staff Ex. 4.01 at 2).
HoweY." utilities experience cah outflows, collection lags, and reQU••tory I. which
can relu't in neptlve net cash flows in certain I'ftCINhs......,y atfeding the utility's
effective e..-ned rate of return. Moreover, even if the timing of • utility's cash flowsC&I'" the utility system8ticalty to receive ""'ings in IIXCIIU of Invoter demands, she
l••ifilld that the .djustment should be rMde to Itla utility'. working c.pit.1 and not its
coat of CIIpital. CM. at 3). Working." .....menta are a-ignecl specificalty to
campensate the utility far differences that _ist betWeen the time it expends money to
provide service and the time it is reimbursed for that service.

-- ---~.,.

Staff noted tMl Dr. Cornell utilized a non-eonatanl QI"OWth DCF model baed on
GNP growth estimates as the long-run growth rate tMcauH he believes that five-year
(-short-run-) ....Iylt • .mingl per share ("epS-) growth ••'1NIte1 fQt telephone
companies, such al 3o-At, a... not sust.inllbl. into perpetuity. (AT&T/MCI Joint Ea.•.0
at 14). Staff queltioned his rational•. A review of the five-year analyst growth rate
.stimates he obt.ined for his SIIn1P'e and Ameritech do not include a 30% growth rate.
Rather, his growth rates r..... fram a low of 3.•~ to a high of 14.5~. or •.5% on
average. (!Ril., Attachment IC4). Second, for a company'l EPS growth rate to dedin.
to the growth rate of the economy, a. Dr. CorneN's moael ..sumes, that company's
earnings retention ratio must fall. A falling .amings retention ratio will cause Ameritech
lJIinoil' earnings per snare and dividends per sh.... growth rate. to diverg., in which'
case its EPS growth rat. cannot be u.ed as a prox), for its dividend per sh.,.. growth
rate. As the ••nin;s r.tention ratio faUs, the ne.-term dividend per share growth rate
will temporarily incrM" above its current level until the new long-term eamings
retention ratio il achieved. At that time, the dividend per share growth rate would have
declined to itllong-term Jevel that will equal the EPS growth rate. Ms. Nicdao-Cuyugan
testified that the pre.ent value of the ne.r-lermi"..- in divid.nds will equal the
pre.ent value of the future <fIJCIiD' in dividendi. (Staff Ex. 4.01 at 3-4) As a result, the
cost of common equity .stimated using a high ahort-term growth rate in a constant OCF
model wilt equal the cost of equit~ estimated using a low long-term growth rate in a
non-constant OCF model. (1J:2jg.,).
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Ms. Nlc::d.-Cuyupn testified that both comp8tition in the flnanciet marketplace
and regulation drIVe a firm's expected retum on common equity (R ) to .....1 its
required ratum on common equity (K.). (!iii.). To be canc:IlIm8CI, like Dr. Cornell, tNt
the UN of high shOtt-term urnings growth rat. will ,..ult in an Upw8rdly biased
estimate of K., one must implicitly a.sume thtIt the R Of the firms in hi....... ar.
g.....r than th.ir K. (Ibid. at .). Thil ••sumption would imJIfY that telecommunications
markets are both unregulated and not comp8tltive. This is untikely given tNt the
impetus for teleccmrnuniC8tians deregulation Items from the belief that competition will
lower prices. Furthermo"', Dr. Cornell cficI not demonstrate that the investor-expected
R of tel.phone compani•• exce.ds their K. (Ibid.).

Commission Analysis and Conclusion

The Commission rej.cts Ameritec:h Illinois' contention. that incr1NlSecI risks
ari.tng from the provision of unbundled network elements necMlarily rwqu;re, or
should create an expectMion of, Wt IJI'W8rd adjustment to any previousty cM:ulated
cast of capital. Both the DCF and CAPM methodolotiel UI8d by Mr. eom...... Dr.
Cornell and Ms. Nicdao-Cuyugan ant mark.t me.ures of the cost of capital. Thus the
m.rteet'. perception of tn. degree of risk confronting the Company a'ready has been
captured in the.. analyses. Moreover, the cost of capital determined in this
proceeding is intended to be used for establishing prices for a sublet of Its services.
primarily wn* the FCC characterized as -bottleneck monopoly services" which are
n.cessary for competition. The FCC Order acknowMldgecl that incumbent LEes are
Iikety to face increased risks from competition whiCh might WIIrrant an incre.sed cost of
capital, but suggested that currtli"ltly autl"lorized rllt.. of retum were a reasonable
starting point for TELRIC cafculatlons. The FCC itself initia.ed an inquiry into whether
the currently authorized federal 11.25% rate of retum was too high giVen tn. current
marketplace cost of equity and debt. D.spite that. Ameritech lliinoi. is advocating an
even nigher cost of capital. Finally. we woutd obHrve that if the UNE and
interconnection markets ... truly as competitive as the Campa")' s......sts. then there
would be nttle purpose in requiring the unbundling of the incumbent LEe's f-altties in
the first place.

The Commission concludes that the cost of equity analy..s provided in this
~roceeding form an appropriate ba.is for determining the WACC for usa in the TELRIC
studies. The cost of equity analyses do reflect a number of technical diff••nces of
opinion between the expert· witnesses. Since the evidence indicates that there are
advantages and shortcomings in .ach of the studies presented, we must weigh all of
these factors and identify which approach overall yields the most persuasive cost of
equity estimate.

At the outset we agr•• with Staff and ATT/Mel that tha ~O basis point range in
Mr. Oomagola's overall COlt of capita' is so unusu.Uy wide as to provide little IUppOrt
for Mr. Palmer's ultim.t. selaction. W. also ar. concerned with. number of specific
assumptions and calculations Ameritech Illinois made in its analysis. As Staff pointed
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cut. theN .. problema wiIt'I inciUlion at same of the firms in Mr. Dornegol.', peer
1fDYPI, taoth in ·the DCF and CAPM ..Iy.... Men importantty, hi' CAPM ...timate,
.. ttiased~ taec. _ they ant contingent upon betel tram • ,......on model
thM indiC8tn neptiYe elphU, which is at odds with trIdItlonal CAPM theory.
Furttwmcn, the 1.21 .. ooefftcietC i. an outlier from other telephone holding
a:mpeny bet.pre~by Mr. DomIIgoIa and 1""liel that theC~,which is still
prilNW'i1y I monopoly, ia much rilld. th., the rMrkat a•• whOle. The beta is also
inconaistent with ...... the Comp8nY used for in""al purpoaes. Mr. Domagala also
utiti_d • non-canstant growth DCF model which we ""ave generally diafavored.

The record shows lOme relatively minor criticisms of Dr. Camell's cost of equity
analysis which are readily dispoled of. Ameritac:h IHinois crltlciZel the asumption of a
zero debt beta in levering and relieving rrIW betas in his CAPM ."alYlis. H~V"', as
Dr. Comall ""aiMd, incorporatint • non-zaro debt be~ in hil ..'ysis would have an
almostj~1e impIa on hil recommenc:ted overaU coM of ca.. W. also do
not find perauMiYe the CornPMYs .,..",... thIIt certain allesl-d inconaisteneiu
between Dr. ComeN'. "ysis and his tltJltbook suggeIt 'datil mining.- A clONr
examination indicat.. that these inconsiatencies are non-aistent or ovamateel.

w. .,.. conoemed ~, aDout an~ inconsistency in weighing
Am.ltech versul the other COInpIt8bIe firms in Dr. Cornell's calculations. The
Company witne.. Dr. KoI'KZyk noted that when Ameritech nu a tower cost th8n the
ather COrnpanlbles (the DCF .".IYlis), Cr. Cornell gave it a weight of 25% relative to
the ottw compa..... firm.. How"., wtwn Ameritech has a higher coat than the other
comparabl•• (the CAPM aMlysiI), he uc:ribe. a 'MIighl err only 14.4" to it .....Iy. to
the ather compwllDle firml. In addition, he introduced • downward bias in the cCF
analysis by not refleding the quarterly cornpounGlng of dividendi. H. also used • non­
conatant growth OCF model.

OveraU, we .. most comfaI1aDI. with Ma. NicdM-Cuyugan's cost of equity
analysis .1 the moat ,...eonabIe Mel well-supported analysis prasented in this record.
Even Ameritech Illinois conceded tnat the methodologies Staff utilized to determine an
appropriate cost of equity were not necessarily unreasonable, lind that they did not
yield results which were unrltHOnllble for purpose. of determining a weighted av-IIV.
cost of capital. We conctude that her cost of equity analysis should be adopted without
modification.

c. Coat of Debt

Position of Amerit.ch Illinois

To .rriv. at hll range of r..onablenlas for the Com,any's WACC, Mr.
Oomagola us.d a 7% COlt of debt, which repre..,t. Amwiteen's approximate current
market cost of debt He based tn.t figure on the 1Q.year treasury bond yietd of 6.6%
as of October 10, 1996, plus., additional borrowing spread of 40 balil points for
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t.....one campanies with a credit ..in; .imilar to Arneritec:h. (AI Ex. 7.0. lit 11). As.
ctwck on the accur1ICY 01 this meuure, he also obtained th8 yield curv. from
Bloomberg •• of Octaber 10, 1_ showing the relationShip between the , Q-ye.r
treasury and 10-y•• debt issued by a t.'ephone company borrower rated AAA-AA.
simU.r to Ameritech. Thia reflects a spread of~2 b••is points for 1()..ye.r debt.

Position af AT&TIMCI

In hi. WACC .nalysl., Dr. Comell recammended • cast of debt of 7.~"'. He
testified that the belt ••ma. of the COlt of debt for purpo... of these proceedings is
the weighted .v....ge coat of.1I of Ameritech's outstanding i,aues. He derived nl. d.ta
from sap Bond Guide.

PMltlon of Staff

M•. 'Nlccteo Cuyugan estimated what she considered to b. the Cornp."y'.
marginal cost of both short-term and long-term debt. She estimated the margina' cost
of short term debt to be 5.53%, b.seel on the .verage yields of " 3. and I-month
commercial paper _ of~ 23. 1987. She estimated Ameritech lIIino;s' ·".rgi""·
long-term cas. of debt bued on the average COlt of newly iuued 3O-year AAA-f'IIIed
utlJi1y bonds as of JanU8IY 23, 1.7. That COlt is 7.14%. Stil" assarted that the
Commission should adopt Its m.gin.1 cost of long-term debt because St8ff believ.. it
reflects the incremental costs th.t would be incurred by Ameritech Illinois if it i.sued
new debl Ms. NicdllC-Cuyugan indicMtId that the Commission should reject Or.
Comel"s estimate bec8u.. It did not reflect the ;ncnment.1 cost but rather the yield to
maturity of Ameritech's curr.,Uy existing long-term debt. She also recommended
rejection of Mr. Oemagola's .esti",... because it does not t.ke into account the cost of
lang-term debt witn maturities UCHding 10 years.

In its Reply Brief. Ameriteen Illinois note. that neither Mr. Domagala nor Or.
Carnell felt it necessary to break down the co.t of debt for purposes of calcul.ting •
WACC into long and short term debt. It .'50 noted that, when utilizing a market-based
capital strudure where the debt component is SUbstantially less than on a book basis,
the results of breaking down the debt component into short and long-term debt are not
likely to have a materi.1 effect on the resulting WACC.

Commission Analysis and Conclusion

We will utilize St•• proposed cost of debt because it is conceptu.lly consistent
with the methodology we have accepted for the calculation of the forward-looking cost
of capital. That propos.' provides the mOlt accurate determination of the incremental
cost of new debl

Having preViously adopted Staff's proposed methOdology for the determination
of the appropriate capita' structure, cost of equity and cost of debt, and ha\ling
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determined that no actjuetrMnts .. required to""', catcutattona, we conclude that
Amertteeh Illinois should utilize. WACC of 9.5rI' in its TELRIC studies.

z. Depreciation

Overview

This section ptWHnts the ,.rtiH' poaitions on the appraprillte depreciation rate
assumptions to be used in Amerttec:h's TELllttC stueles. The pMi. agreed that
economic liv.. shOuld be used to ....i.h d...NCiatton r.... but they were unable to
as,.. on which economic lif. assumptions should be uRld. The tono- the economic
I;ves, the lower the depreciation rate and hence the lower the cost per unit. all .15.
being equal. Conversely, the shorter the economic lives, the higher tha depreciation
rata and hence the higher the coat per unit. all a'" being equal.

Ametttach IlI'nois llasltlon

Company witness Marsh presented his recommendlltions far ,..,... 01 eoanomlc
lives and Company witness Palmer plctced the economic "ves UHd for the ArMrItech
stucri.. from the ,..,.. P'Wsented by Mr. Marsh. (AI ex. 3 at 10 and Tr. 100'-1003).
The depr-a.tion life r.... Mr. Marsh recommended www _sed on his review of the
live. which .. being used for ftnanci" ,.rt'ng purposes by other
telecommunication. proViders who provide service. simila' to the Carn,any's. tne
recovery periodl that the IRS allows for central office equipment .net outaida plant, and
tne live. permitted by the FCC far CIIble company cost studies. (AI Ex. 5.0 at ~ and Tr.
at 981-982 lind 910-111). In addition ha cteims that "a con.idered nutf*'OUl
additional fadors including, but not limited to change. in the rNIftOttplace, changes in
regutation, tCC Orders, literature in the field of depreciation and recently announced
technological deYetGpfn.,ts. aa.ed on his analyse., Mr. M..h recommended
economic deprecilltion life ranges of 5-10 y...s for digital .I-.ctronic .wUching
equipment, 5-10 ye.. for digital circuit equipment, and 10-15 y.ars for outsida plant
equipment. In its TElRte studies, Arnerttec:h Illinois used forwanS-iooking economic
depreciation live. of 7 y.ars for digital switching equipment, 7 y.ar. for digital circuit
equipment and 15 years for outside plant equipment. It asorted that the.. economic
depreciation lives are th. same as those currently used by Amenteen for financial
reporting purpose.. In addition, it claimed that they are consistent with the economic
lives used in LRSIC studies by Amariteen Ohio (since 1951). Ameritec:h Michigan and
Ameritech Wisconsin (since 1993) and Amerltech Indiana (since 11M).

Mr. Palmer testified that Ameriteen Illinois found it nec....ry to shotten tna
depreciation lives of network elements from those us.d in ••rlier studies in Illinois to
reflect the risk associated w;th added comp.tition and incr....d demand for stat.-of·
the-art network elements that is developing. (Ai Ex. 3 at 9). Dr. Aron testified that
opening tne market to competition quickens the pace of obsolescence because when 8
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m.-kat mov.. from a protected monopoly to on. in which entry i. permitted and
competition is~, there will be demend by members of tMt induatry for tn.
most C8pabte and detent praductive assets that are ullld to Mf'V1ca the rMrket. (AI
Ex. 6.1 at 33-34). Th. Company .".intainl that the lives used in Ameritech'. lRSIC
.tudies do not adequ"'y refl-=t appropriate economic life assumptiona now that the
paauge of the Telecommunications Id has allowed competition in the local exchange
market. It agnaed with AT&T witness Henson's suggestion that the Inputa to the
TELRIC studi•• sUCh as depreciation rates and cost of money should be tne same for
retail services on a going-forward basis.

ATTIMCI witness Majoros criticized Mr. Marsh'. conaidtntion of the FCC­
e.tabU.hed depnacilltian lives far the CIIDfe ...,••Ion industry a. an input into his
recommended depreciation lives. He also crittcized Mr. Marsh'. conaideration of the
IRs.. allowed fiye-y.r life for SWitching and Cllntf8f office equipment, indicating that
there is a dthnlnce tMtt\Wen a recovery period and. depreciation life.

In response, Ameritech Illinois noted that Mr. Majoroa conceded that
technological development. could render plant oDlolet. and that the retevant time
frame in which to corwider whether a particul. tec:hnOIogy has the potential to bypass
and render existing plant obsolete ia the ti,.,. JMII'iOd that is enc:ompused within the
economic .ervice lives the Company propoaed in thia pt'OQ8eding. Thus, it maintains
that the ability of AT&T. announced wi,..... tech........ to bypass the loc:aJ ucnange
network within the 7 and 15-y.ar depreciation lives proposed hareln for switching and
outside plant is of great importance to any accunMe appraisat of the risks surrounding
tne UNE. at issue in this proceeding.

With regard to his consideration of the FCC depreciation rates prescribed for the
cable television industry. Mr. Marsh noted that that industry is a major potential
competitor group to Ament.en Illinois, which utilize. coaxial and fiber distribution
networks that could be utilized for two-way telephone conversations, byp...ing the
local exchange network. In addition. he noted that from II methodotogical standpoint,
the FCC asked the cable television companies what they were using for depreciation
lives, then took the average and prescribed a range baNd on what the cab'. television
companies themselves chose to use for their own purposes. He indicated that this was
manc.edly different from the FCC's approach in prescribing depreciation rat•• in tne
telecommunications industry. Mr. Marsh also stated that Mr. Majoros' criticism of the
IRS five-year depreciation provisions fails to discuss the possibility tnat tne stimulating
effect of the IRS rates comes from the application of an appropriate recovery period,
not an overty long recovery period 81 previously prescribed by regulatory bodie•.

AT&TIMeI also criticized the Company'5 proposed economic depreciation rales
because it fatted to conduct an independent study of the demand. of new entrants for
the UNEs at issue herein. Ameritech illinois r.spon~d that the new entrants are not
only its potential customers, they also are direct competitors whose goal is to capture
its local exchange market. Mr. Marsh testified that these competllors are reluctant and

23

02/18/98 WED 17:01 rTI/Rl NO 51101



96-eM86J96.05S9
ConlOl.

in fact have rtlfuMd to provided dernMd information to Ameritllch IIIlnoil. He also
...... th.1 ATaT refuNd 10 supply such informMion reprcIng its newly Innounced
wnl_ network .. thet thil Commi••ion denied Amerftech IltiNla· • .."pts to
compel ctilCOY8lY ........ to tne t..",-. capaDilltl•• Md dIl".,ds of tNt .Yltem. It
apI.ned thllt. In the faca of the ir'NIDUity to otUirt dell'lMd dllta from competitors, Mr.
M8r1h canIidered .n ..-.y of ..... which. t....with hi. 20 y.-s of professional
experience, formed the bali. far his recommended range of depreci.tlon lives.

AT&T/Mel ftasitlon

Mr. Majoro..... that the equipment live. prapoled by Amltritech are not
rueonable estimat.. of the reVWlUe producing lives of UNE.. He recommends that
Jiv_ p....cribed by the FCC for Ameritec:h lIIinoi. in the FCC's 1115 .nnual update of
it. depreciation r.... bit UMd for establishing TElRIC ratel. (AT&TIMCI Joint Ex. 4.0
at 4·5). He pointed to .1'UIIber of indicators to dMIonltrate that trw FCC's prescribed
live..... fOfWllrd-looking. He noted thad in the mid-19101, the FCC directed itl stllfr to
let live. baled on f~d-loakingplans and technological developmenls. (AT&TIMCI
Joint ex. 5.0. at 5)..... allO pointed to the ri.. in the depreciation r_rve level over
the I.st decade a. an indicator tNt the FCC'. lives have bMn forward-looking. (!5b at
6-1). Most im~, Mr. Majoros noted that thlt FCC's life prescriptions for
Ameriteen Illinois we aignifloantly below Amerjtecn'. historical life indication.. Thu., if
the FCC heavily ralied on this data, •• Ameritaeh auertee:t, it would bit impollibla for it
to nave prescribed liv. so significantly below ita historical life indications. (AT'T Joint
Ex. 5, at 9 and Att8Ct'I. 5). Mr. MIIjaros allO di with the depreciation rates
proposed by Ameritech Illinois in part because he di with it. perception of the
risks associated with added competition and incre.sed demand for stat.of-th.art
elements.

AT&T witness Henson states that Ameritech has not offered any persuasive
evidence of why live. should be shortened lind propo... that the liv•• Mr. Majoros
recommended be used far •••nahan; TELRIC rate•. (AT&T Ex. 1.0 at 42). AT&T and
Mel pointed out that. aIhough Ameritech cJaims that demand for UNEs will necessitate
shoner lives. Mr. Marsh failed to conduct any ItUdy of that demend. Thul. AT&T
submitted that Ameritech1a liv.. ar. simply reflective of financial accounting lives that
Ameriteeh and other telecommunications carriers used for SEC financial reporting
purposes, which are based on conservative general accounting principles that have no
place in 21 TELRIC proceeding.

Mr. Mara" replied th.t the FCC's simplification of ils depreciation represcription
practices is not evidence of a new forward-looking orientation because these
simplification orders base their ranges of depreciation factors on the average of the
then current FCC prescriptions for aU th. companies the FCC prescribes. The••
prescriptions do not reflect the c:ompani••' own view. of the future of these accounts,
but continue to r.flect the FCC staffs imposed views, from which an. average is then
taken.

2-'

02/1a/9a WED 17:01 [TI/Rl NO 5110)



·.....
96-~86196'()569

Cdnsol.

LikeNI... Mr. Marsh testified that tr..... in~ r....-ve Itt.,.,. are not
evidence of a nww ferward-tooking~ by 1M FCC ...... they still .. based
significantly on historical data.' He "10 indicated that accrual rates are not necessarily
equivalent to projection lives and that the lICCI'Ua' il just one of several factors used in
CIIICIJlating the rnerve leval. He indiclltad tNt in...... in the reserve do not
necessarily man that it is at the corrac:t laval, or that tne FCC ha. set appropriate
rata•.

Mr. M8rlh teatifled that Mr. MajorOS was incomtd in maintaining that an accrual
rllte much hi,gher tMn the current retirement rate indicated that the retirement rate will
be mucn higher in the fUture, noting that the accrual r. contains sevwal factors. A
nigher depreciation rate than current retirement rates ••sily may be e reault of the
reaerve fador of the rate calculation or highly negattve future net salvage rates or
inadequate tHeN.. due to inadequate previous prescriptions. For theM reasons, he
indic8ted that no conclusion can be d.-.wn about retirement rates simply by reviewing
tne moveme,nt of the re.erve.

Mr. M..n also disaor-ct with Mr. MtIjoroa's contention that Ameritech tIIinois'
proposed depreciation rates will collect an unw8mlnted c:apitlll contribution tram new
entrant carriers, claiming that Mr. Majoros confuses capital contribution with capital
recovery.

Staff Position

Staff witn... Hendricks states tnllt economic life is a m••ure of how long the
equipment can be used before it becomes obsolete or inadeqUilt.. He opines that
equipment should be considered obsa~.t. if there is a technologically improved or more
economically efficient type of equipment to replace it. Equipment should be considered
Inadequate if it lacks the ability to handte an increase in demand and therefonl needs
to be replacecl with equipment that can handle that inc:re.... (Staff EX. 5.00 at .). Mr.
Hendricks is not convinced that Amerlt.ct1's elements will became obsolete or
inadequate in tn. for.e..able future and ,tate. there la no justification for Ameritech's
proposal to decrease the economic lives of equipment. (Staff Ex. 5.0 at 10 and Staff ex.
5.02 at 11). He noted that in Docket 92-044', the Commission accepted Std's
recommendations with respect to the establishment of depreciation lives for four maior
Ameritect'l accounts. StIItf conduded that Amenteen's own demand forecasts indicate
that it expects demMd for UNEs to increase. although not to tnepoint where demand
would outstrip capacity. Based on tho.e demand forec:uts, Staff further canctuded that
its equipment and plant r.lattn; to UNEs is neither oblOlete (since expected demand is
increasing) nor inadequate (since demand is not so great that it. current equipment
CQuld not handle the expected volume). Since Ametitech's own demand forecasts
indicate that its plant and eq.uipment face neither obsolescence nar inadequacy, Staff
submitted that its proposed lives are too short. Staff Ex. 5.00, at 9-13).
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Staff witness Gasperin .... with Ameriteeh th8t the Tel-=ommunication. Act
does provide • ".",.ot1c far campetftion in the lOla' .., but concludes that the
,Mel Ofderwd by the CammJlIion in DocIcet 824t41 we ItHI becau.e local
e£hen;. .-vice rIIf'Min. ttW -"n of the LEe. SWff recammandI that Ameritech
LM the lives ordIrM bY the ComrniUion for" Compeny's LRSIC studies in Docket
924U1/93-0231 far .....ilhing TELRIC rIItn becaJ.. tneH .lives .re bM. on an
ec:enomic life analysis and .. ...."".. from a "'iey perspective. (Staff Ex. 5.00 at
13-1~, Staff Ex. 5.01 at 3. Staff Ex. 5.02 at 10). Theae recoml"ftended Iives.re 18 V.rs
for digital electronic equipment, 13 years for digital circuit equipment and from 5.3 to 65
years for outside ptIInt. The depreciation life for aeri.. fiber optic cable was not
....fished in tNIi docket, 10 Mr. Oaspwin ,eCOmtMndI tNt a depreciation life of 27
yeers be established for aeriat fiber optic CIIb1e in this dOCket. (Stlltf Ex. 6.02 • 17 and
18).

Staff maintained thM the deprwciatlon lives tNt the Commtuion _abUaned in
Oooket 92-0448 .. forwIWd-Iooking ..... they consider the possil:Mlity of
obsolescence. As the FCC state. in paragnlph 702 d its FCC Ord.Ic, the incumbent
LEes' e'.",.nts are bottleneck, monopoly services, that do not now face significant
competition. Staff maintllinl tNt AmerttIlCh 1l11noi. hal not off... any persu8live
evidence to suggelt its .lel'ntlN. .. not bottleneck faclt"ies or that it should be
allowed to use different depreciation rMes than the rat.. a'ready approved by this
Commission.

Ament.ch tIIinois countered that the prOCHdinga in Doc:ket 12~39
were initiated approxim••y five-years ago and that such rate. cannot possibly comply
with the forward-lOClking coat metnodology iIftd ...... cont8ined in the Act and the
FCC Ord!!. Mr. Mwlh noted that the ave,.... life prescriptiOns that the Commi.,ion
established in that Docket retied in part upon the 1111 FCC prescription of depreciation
rates for Ameritectl lIIinoi. and that this six-ye. oldp~ h•• been superseded
at I•••t twice. He atao indiCltlld thllt the St." f'8CDf'I'IIMndation••• baNd upon the
historical phy.ical life of the plant, U evidenced by Mr. Hendricks' reliance upon the
1993 recommendations of Mr. Galpari" and the 1911 FCC prescription of fecleral
depreciation rates. In bath cues h. noted that these d8ted studies d... with the total
investments in each of the Part 32 8CCCUnts maintained for Ameritech Illinois by the
FCC. rather than the tat••t and molt efficient equipm.nt which the TELR'C
methodology requires to be utilized in cost studies supporting UNE pricing. In additiort,
Company witne.. Or. Arc" t_lfied that even if tne FCC's 1915 prescriptions were
correct at the time, they could not poslibly be correct tad8y, because they could not
include consideration of the pas..ge of the Act itself and the FCC order. implementing
it, which are desigNid to Itlmulate and promote competition. Nor could they cansider
the fact th.t opening the market to competition quicken. the pace of obsol.scence and
the fact that Am.ritech minoi.' obligation to provide UNEs to its own competitors
involves a significant risk of atranded plant, becau. the investments that it will have to
make in order to satisfy its duties under the Ad are substantiatty diffenlnt in nature than
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the investments that it has made in the past, .,d there is no continuing obligation on
the part of Its campetitors to purcha.. the UNEs at issue herein.

Commission Analyst. and Conclusion

White It is true that under the attemlltive ntlutatian plan approved in Docket 92­
0448 the Commission granted Arneritech ItliMi. the freedom to establish its own
depreciation rates, we rejected the recommendation Of the He.nng examiners and
apres.ly reserved controt over those l'8tes for cast study purpose•. The Company's
nearty totll' relianc:e on the servic:e liv., uNd far financial raponlng purposes is
therefor. inconsistent with that decision and is misplacecl. W. do not believe that
financ:lal accouming IIv.. are a suitable proxy far economic lives, .S they are often
driven by corporate financial objectives, and reftect accounting rule. biased toward
cons.rvatism.

w. are unwilling to adopt Ament.., Illinois' ill-CW'lnees and largety jUdgmental
calculations of economic lives and abandon the tr_ItIon•• engineering and economic
principles which we nave uttllzed in the paat. The spectflcs Of the Company's proposal
are not supported by a sufficient quantum of evidence. Although it asserts that servica
lives must be shortened in order to ensure thIIt they .. consistent with the new
competitive environment, it prOVided very little h.-cl evidence justifying either the range
prepared by Mr. Marsh or the lIdual depreci8Iion economic lives Mr. Pa.mer .leded.
For example, Ameritech lIIinoil proposes an economic life of 30 years for pot.., which
is down from 39 y....s in curr.nt lRSIC studies. It provides no explanation for this
enan;. which we can evaluate. Have there been exciting new developments in
tet.phone pole technOlogy? Does it expect its poles to bre.k under the weight of its
competitors' attachments'?

Even if we agreed with the Company's argument that new entrants will increase
t~e demand for -state Of the arr network elements, w. do not have a sufficient basis for
concluding that that ju.tir..s the drastic revisions to the service lives used in its current.
cost studies. While we have some sympathy for the complaint that it has difficulty
obtaining information from its potential competitors, that is no e.cuse for the almost
total absence of corroborative fadual evidence. Mr. Marsh did not share the content of
any discussions he may heve had with Ameritech planners, he conduded no
independent UNE demand study. ne did not review the demand foreC21sts used in its
TELRIC study, he did not identify a single new technology demanded by new entrants.
nor did he consult with its engineering group to determine appropriate economic lives
for digital switching. digital circuit and outside plant.

We think it is reasonable to e.pect that if the new competitive environment is
truly creating cnang.s in the economic lives of the Company's plant assets it would be
reflected in its own intemal operations. For eJeample, if the ec:anomic life at a digital
switch is now seven years instead of the eight.en years approved for LRSIC studies.
then Ameritech should be abte to show a dramatically accelerated replacement
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sc:hedule for thaN switches consistent with the ntIW ec:onamic HfIl. It did not. If new
entnlnts are demIIncIing ..... of the art fundioneUt"., then Ameritec::h Ihould be able
to show example., and demonstrate the .ffects and time frames involved. It did not.

Rather than ""....,t d8tailtld evidence in support of ita propoHI, Amemach
lIlinoil prefers to whine repMtedly abaut tnil Commtuion'l refusal to permit tt, at the
very end of the evidentiary proceed....., to conduct ""Ilve discavery rao-ding
AT&T's wirel... t.chnology ~nt. The FCC Ord. supsts that TElRIC
prices should be baNd on the UN of the malt efficient t.lecommunications technology
CjLM1IOJtv avlil.,. and the Iowelt-ca.t network configuration, giv.,. the exi.ting
lOGIItion of the inc:umbent lEC'. wire centerl. Ameritech concedes that AT&T's
technology is still in the testing stage, but it aIHI'tI that it il appropriate to evaluate a
..ven-y•• horizon,~ therefore an evaluation of the announcement il relevant to the
establilhment of depreciation rllt... We disagr... First, the information wa'lOUght far
too tata in the proceeding to permit a fair and meaningful evaluation of whatever data
may ..ist. Second, it would be inappropriata anet highly mi...cting to focus on a sil"lSli.
firm's technology and nwket entry plans as they may (or may nat) IIIect the economic
livel of Ameritech lUinoil' plant .... without allO CONidering the numerous oth.
potential entrants whiCh rnIIY ,..,ure UNes and intercannection. (As ., aside we nate
that PCS prOviders~ not, .. yet, pwtictpMed In CommiMion prooeedinga). Third. if
we attempted in this ptOCHding to estabtish depreciation r.. tNIHd on same
....ssment of what market conditions may look like seven y... from now, we could
obtain the ,.."e likelihood of 8CCUrllCY by consulting t.. leeves. We do not believe that
"forward-looking- is synonymous with -gro.s speculation.- We cet18inly cannot infer
that the Company'. proposed depreciation live... appropriate on the bMis of its
hyperbolic cl.im that AT&T'. technology may obsolete Amwitec:h's network overnight,
nor can we aecept the argument th.t if we do not adopt its proposal we .r. somehow
interfering with its relationship with its sh.reholders.

We do share the ComPMy's coneam that the deprec;iation rat•• approved in the
alternative regUlation proceeding are now somewhat dated and do not adequately .
reflect consideration of mare recent merketplace and regulatory developments which
may have had some imPIICl on economic live.. Th_ developments should bta
accorded some weight in the .election of flPPropriat. depreciation rat•• used in a
forward-looking TELRIC study. Accordingly, we will not adOpt StaWs suggestion to use
the projectian live. adopted in Docket 92..Q448.

We belie"e that the projection lives and future net salvage percentages
underlying the depreciation ratel prescribed for Ameritec:h lIIino•• by the FCC al set
forth in the FCC's annu.1 update of depreciation rat•• should be uled in the TELRIC
calculations. (FCC 96-22 adopted January 25, 1118). They reflect the most recent
credible and comprehensive evaluation of depreciation in tne rec:ard. We are
persuaded by Mr. M_os' testimony that the FCC projected lives are r••sonably
forward-looking. We note that the FCC has stated that they are baaed on a detailed
analysis of each carrie"s most recent retirement patterns, the carrie"s plans. and
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current technological developments and trends. Indeed, Mr. Majoros demonstrated that
the FCC's preec:rIMId lillfOjection lives •• sign..,tly .hotter than Ameritech Illinois'
recant historical incfiQltions. ContnIrY to the .......ion that the flit•• are beNd on the
FCC statrs views of the rft....... Am.rittteh hu h8d the opportunity to pMicipate
fully in the development of'- FCC's ..... We ,....,.. that the FCC hu .....d
some genera' re.-vations as to whether its reprHCri,tion procell adequatMy reflects
the n_cant competitive environment. but we nave no evidence which suggests that
any shortcomings which the FCC may perceive are likely to I..d to, or require, the
drastic change. in service life assumptions advocated by Amerltech Illinois.

This section of the Order presents the parties' peaitiona on the appropriate
utilization assumption to be used in Ameritech'. TELRIC studi... Unit costs are
derived from total costs in the T!LRIC rnethodotogy by dividing the total coat
associated with the eterMnt by a utilization _sumption ("fill factot"). Fill fIIctors
repre..nt an estima" of the proportion of. facility that actually will be used by
customers for network accaa. The higher the flit factor. the tOlMlr the .unit colt of the
element, all .,. being equal. ConverMly, the lower the fill factor. the higher the unit
cost of the element. all else being ...... Three dtfferent approaches to fill factors have
been identified in this case: actual, uuble CllPllCity and target fill factors.

The FCC Order addresses the is,ue of the eppropriate fill factors to be used in
TELRIC studies. The FCC suggests that: ·Per Lrlit costs shaU be derived from total
costs using reasonably accurate "fill factors-; tnat is, the per-unit costs associated with
the element by a reasonable projection of the actual tota' usage of the element.

Position of Amerltech Illinois

Amerit.en Illinois applied fill factors to calculate investment costs for toops and'
other unbundled network elements and services. Prior to the '996 Act. the Company
says it employed ulable capacity fiUs in retail service cost procHdings. For many
elements in ils TELRIC study it used fill factors wl"tich were identical to the LRSIC fin
factors but for others (pr~marity loops and ports), it made modifications.

Company witness Palmer recommends using a target fill factor as the network
utilization assumption for the TELRIC studies instead of the usable ca".city
assumption used for the LRSIC studies. He defines a target fill factor as the optimal
usage level above which it is more cost effective to add plant and capacity than to
increase the utilization of the e.isting plant. (At Ex. 3.1 at 15). The Illinois COlt of
Service Rule defines usable capacity as the maximum physical capacity of the
equipment or resource less any capacity required for maintenance, te.ting, or
administrative purposes. (83 Illinois Administrative Code Part 791.20(n». Ameritech
maintains that its target fill factors for most elements are less than the usable capacity.
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The CGmPeftY find IMCIe • .,...., look"~ to Its u.... capacity fin.
based on itl poaitian .. us'" c:epacity ftIts would Ihrink a. the network captlCity
required fat' maintenaMli. testing, and adminiatJ'ativa P"'J'OHs increued due to the
riM in unbunClling and chuming ..-ctld in the WIlke of the Act. It .1" fNIde an
addltlona' adjustment to at its ... fil t'acIor proposal after the FCC luued its
cost rul.s in its FCC 0 , Which Amef iaech ..~ praIClibed the UN t::A.~y
accurate- fill factors. According to the Competty, its __ fill factor modifications
reflected the quanta'" c:t1ange in rnetI'Iodotosw from u.... to reasonably accurat. fill.
It ••••ns that it kept it. TELRICs con'.Natively low by using target fiU factors higher
than the adual flils it believe. were authorized by the FCC. (AI Ex. 3.1 at , 4-15). It
aSHrts that if it had used actual fills, its calculated coats would have been htgher.

I'oIIltton of InterVenors

AT&T witnes. Henson .... that Amerilec:h'. aaurtion that the rnacIfied fill
factors reflect dicient network use is directly conInIdicted by its own o,eratin9
guidelines. (AT&T Ex. 1.0 lit 43). The t.-get fill f8Clcn deYi.. from the u....
capacity fills set forth in Ameritech's own LRStC rneIhoGology • contained in the
Ameritech Cost AnaIy.il ReMUf'C8 (ACM). He racammendI that the Canvniuion
order Ameritech to use the fill fac:ten it P'W••ntly u_ in LRSIC ltudies. (AT&T Ex. 1.2
at 20). AT&T and MeI ••18ft that the ACAR. letS fanh the pricing guiGelinn that must
be used so that the services makes maney. They observe that the ACARs definition of
LRSIC contradids its insistence in thl. caR !hat fill factors contained in the ACM
refled theoretical utiliZation lev.ls which do not reflect actual operating candttions. In
fad. tney note that the ACAR define. uAbte capacity .s the "maximum physical
capacity of the equipment or resource less any capec:ity required for maint8nance.
testing or administrative purposes. II !sa... Tab 3. at 4. Thus. AT&T and Mel maintain
that the usable capacity fill f.dors in the ACAR represent the appropriate filt factors to
acecunt for administration. maintenance and testing in a forward.looking, most emdent
network as determined by Ameritech'. own engineering experts.

AT&T and Mel ailO point to a document tiUed t1Ameriteen Engi"..,.ing General
Letter AMGLCSI.Q018I, Dec:emcar 1912, Target Percentage Fill for Digital Switches. II

That document (in evidence a. AT&T Cro•• Ex. 3P) di.cus..s the rational. for
increases i.n the fill factor for digital switch•• from 95% to 97% for ule in Amerrteeh's
LRSIC study. (AT&T Cross Ex. 3P, at 2). That letter allO indicates that utilization was
increased to position ArMriteen .s a competitive low east unit provider and to keep ..
high percentllge of uuge. AT&T as.erts that Amer1tllCh'. own doc:urMnt8tion and
testimony demonstrates that its LRSIC methodology is forward-looking and reftectl the
malt efficient mode of operation. AT&T and MCI .Iso mainta'n that the FCC Order and
the Commission's Cost of Service Rules do not permit the use of actual fill factors.
They cont.nd that actual filll.veis are limply antithetical to • fOMard-looking, efficient
network.
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AT&T wi..... "'0 questioned M1eritech UUnois' rnGtivetion. given the timing
of the tIIrget c.lp8City fill factor adjustment. For example, Mr. HenIOn points out thllt
Ameritech performed calculation. b••ed on the "fresh look" fill factors which gave Its
TELRIC UNE prices in ~e June 151•. (AT&T Ex. 1.0. at ~; Tr. 276). The•• "fresn
took" fills for feeder and distribution f_lilies were reauc:ed juat one month later.
Itthough it is highly YnltMIy any m.;or new .....,..,..,. devetopments occurred during
this one-month period. Mor. likely, accan:ting to Mr. HeMan. Ameritech minais was
ezparimenting with input factors in order get. 1M.. of the relatiOnShip batwHn fill
factors and the corresponding colt study results. (AT&T Ex. 1.0, at 44). AT&T also
questions the Company'. motives because it begIIn recalcul.ing itl TELRtC studies
using the target caPEity adjustments prior to issuance of the FCC Order.

AT&T and MCI further maintain thet Ameritech hils miaapplled the per unit
formulas contained in the FCC Or. and tM Illinois Colt of Service Rule.. These
partie. object to the contention that if it can calculate the additional number of access
Iinel it expects to service ov. the period of the study, it can include thilt investment in
its TELRfC calculations. They argue thet under the FCC Order and the CommflSion's
COlt of Service Rules, Amer1tech has twe obtiglltions it must meet in order to include
additional spare apactty invelltrMnt in its TELRIC It...... First, it must subatantlata
tne leYel of reasonably fare_able capacity hit it inc1uHl in that investment number
(i.e., now many additional linel are rea.onably fores...ble). Secand. in c.jculating its
per unit COlt, it must divide that investment figure by a reasonable projection of the sum
of the total number of units of that element tNt th. ILEC is likely to provide to
requ8stingearriers JDi the total nUrnDer of units of that element the ILEC itself is likely
to use in offerin; its own services. tiu 13 III. AcIm. Code, Parts 791.40 and 791,70;
FCC Order 682). AT&T and MCI maintain that Ameriteen has not properly implemented
this standard becau.. it hu not u.ed prCildM warking pair., onfy current working
pairs. They argue that by including growth-related .p.... investment, but not identifying
the rlllM.ble w.-aIO!' of usage for which it was calculating investment, Ameritech
Illinois has seladed only part of t.... equation sat for1h by the FCC and this
Commission. They also maintain thet when apptied property, the FCC Order and the
Commission's Cost of Service Rul•• require the removal of grawttH;tl_ spare
capacity related to maintenance, testing and administrative purposes.

Ameritech lIJinoi. responds th.t the,.. is nothing ·suspicious" about how it
modified the fill factor a.sumptions to comply with the emerging unbundled
environment and FCC regulations. It argue. that the AT&T brief r.eds as if there were
no 1996 Ad and insists on models which were developed prior to the Act for altogether
different purpo.... It also maintains that although Staff and AT&TIMCI argue that the
FCC's reasonable projedion language does not encompass Ameritach Illinois' actual
fills, they offer no reason to believe that its actual fills do not represent a re.sonable
projection going forward, especially since actual fills are likely to decr.ase as
competition develops. It avers that adual fills always should be less Ihan target fllls
because a target fill represent. the point at Which network capacity is increased,
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thenIby reducing ,he portion that ia .auatly utilized. Am«ttech _neva it has taken a

conaervMIYe~.

WIth respect to Dr. Mkum's ergumenll, Ameritech Illinois contends that h. il
proposing ., it.... unit cast formula in which both the nunw8tOr and denominator
include a projection of u...,..that .HowI far ~ated .,... c..-:ity. It argues
th. the effect would be to preclude the recovllfY of investment in spare capacity. much
of whiCh Is intended to serve current. not future custom.,..

Staff witn..... Gasparin and Hendricks pr...nt targtlt fill factors that Staff
con.iders to be forward-tooking r•••onable projections of effICient network fill. It
mIIint.in. tn8t theN target fill factors are efficient becau.. at levetl above the target fill
it would be men cost effICient to add new plant than to continue to operat. at higher
utUlzation levels. (Stliff ex. 5.02 It 5). Staff. Wget fill fletOrs are equal to Ameriteeh
IlIinoi.' J'r..... look" (or engineered utilization) flldors. (SWI' Ex. 1.02 at 14). Staff
recommends that the Commission ord., Arneritech to use Std'i recoml'l'lended __
flll factor. far interim u.. in establishing TELRIC price. becauM these target fill factors
represent the moat lIffIdent network utilization auumptions preHnted in thil
pracaeding. (Tr. at 26'1).

However. Mr. Hendricks states that Shifts target fill f.etors .. not consistent
wtth tM "reason_ly accurat. fill fador." prescribed by the FCC for its TELRIC
methodology because the target fill factors .,. not a I1IIISOMbfe projection of network
usage given current levels of network usage. (Staff Ex. 5.02 It 5). Thentfore, Mr.
H.,dricks states thet in the long term • reasonable proiedion of anticipated network
usag. sho;uld be una in setting fill factors. (Steff Ex. 5.02 at f5 and Tr. at 2041). Mr.
Hendricks state. that a pricing methodology which u••• a projection of network fill will
recover the full costs of deploying network facilities since spera c:apacity will be
inCluded in the prices. He state. tnat an carriers should contribute to the cost t:it spare
capacity since aU carriers enjoy the benefit of having spare capacity availabl. to mMt
demand. (Staff Ex. 5.02 at 6). Mr. Hendricks stated that if the Commission decided to
use reasonable projection estimates for fill factor., ne would be willing to work with .11
the parties involved in this proceeding to come up'wlth a methodology for determining
reasonabl. projec:tion.. (Tr. at 2(45). Staff urges tne Commission to reject Mr.
Palmer'S claim that current actual fills are the same as reasonable fill projections
because current Is not synonymous with projection.

We are unwilling to conclude that the process of e.tablishlng TELRIC ba.ed
prices for UNEs repre••nts such a unique activity that it renders the exi.ting COlt of
service rule. codified at 83 III. Adm. Cod. 791 irrel.vant in this proceeding. However,
we also do not b.,ieve that the methodologies described there should b. conclusive.
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Btl... on CU' evaluation of the evidenCe on this illUe, we cannot reconcile the
FCC Order with the coM of service rule as rRdily. ATTIMCI "'••••. Regardless of
what some isolllted p..... in Ameritech IIhnois' internet rMnUaI may...y abOut what
its &Jthor believes the process will or won't ultimately achieve, the determination of fill
factora was de.igned to be in compliance with our cost of service rute.. Section 791 .70
provid.:

Utiliution factors. The utilization· factor measures the usable capacity of a
capita' r.source pursuant to the definition of usable capacity in section
791.20(n). Irw_trnent shall be adjusted to reflect the usable capacity by dividing
the dott.r amount of investment by the utilization factor estimated pursuant to
this Section.

Section 791.20 provides:

Usable capacity is the maximum physical capacity of the equipment or resource
I••s any capacity required for maintenance, testing or administrative purpoae•.

We note that the Company's LRSIC studies have been reviewed in numerous
proceedings and we a,.. unaware of any claims that its utilimtion factor. measured
something other than the ·usable capacit)f which our rule requires. Therefore, a
conclusion at this time that "maximum physical capacitY' is the ume as the FCC's
"reasonable prajedion of the actual lobll usave of the el.menr seems completely
unwarranted. At a minimum, the change in the suggested m..surement w.,.ants a
reexamination of tha proper measura of fill factors to be used for TELRIC pricing.

We also find nothing panicularly troubling about tne timing of the Company's
adjustments. First, it is not surprising that it would review existing cost studies in
preparation for an upcoming pricing docket. The fresh look adjustment was based on
perceived changes in capacity required for maintenance. testing and administrative
purposes and, although the merits of the adjustments may be disputed. they do fall
squarely within tne definitions in the cast of service rule and are therefor. fair game.
Second, while AT&TIMCI carreclly note that the second round of modifications, the
target fill adjustments, were made prior to issuance of the FCC Order, Mr. Palmer
explained that it resulted from ongoing disc;ussions wittl tha FCC (Tr. 304-305). The
parties are advised that, in general, we prefer to focus an the merits rather than the
motivations.

Nevertheless, we note the sabering ana.lysis provided by AT&T witness Webber
who showed that Amerltech's TELRIC-ba.ad rates for canain UNEs ara na.rty double
the LRSIC it computed aver the recent past. A significant portion of this differential
results from the proposed fill factor reductions. (AT&T Ex. 2.2P). This highlights the
importance of insisting that fill factor assumptions be supported by adequate evidence.
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We wi" ......... fin factors I' .utll.1G Dy Mr......., becau.. we agree
with him ttwl TELRIC- bIted prieM .. rusanebty bU... on the .opt" URge level
-.ewe which It i. ".. co.- elective to IdeS plant 1M c.,.clty ,.... then Inc:teIM the
utiliZation of the axiltiftl ptaftt: We a,. not persu.... that AT&T'... Mel's
prwfenInce for the tRlle standard t:1f usable CllJ*ity~ IWIIects tN. ,mpor1~t
.efficiency factor. In addition the difference betwMn usable capacity and ...QlPacety
provide. capacity to meet growth. When the target is reached more capacity needs to
be added.

On the other hand, we atso do not believe that the Company hes adequately
supportlld the mag"itude of Its proposed chan.... Just • it did with regard to its
depreciation assumptions, Ameritech lIIinois' case regarding fill factcn can best be
summarized as "things have changed, here are the new numbers.· The lack Of clarity
in the proposal is amply demonstrated by the fact that it MIa not until the surrebuttal
stage of the proceeding that Staff witness Hendricks realized that the CompMy WU DR!
basing Its ana'ysis on the TElRIC ."..,odOtagy outlined in the FCC Order. but was
using target utilizations baaad on engineering .stim.... of efficient network utilization
(Staff Ex. 5.02 at 2).

Apperently in recognition of the paucity or .....nce it ha. provided, AmerIIlIch in
its Reply Brief suggHts the novel conc8Pl tnet as long as it provide. to other __
during discovery the ~8P8t'Iunciertying its calculation., it is the ottwr pM_ which
must pre••nt evidence rebutting its methoc:lology. The Company .~y has
forgott.n that under the Illinois Public Utilities Ad, it and it alone, bea,. the burden of
proving that proposed rat.s are just Ind reasonable.

We will UH the *let flUs that Staff proposed. we note that Staff review.d tn.
same data relied upon by Ameritech Illinois to develop the targets. Furthermore, Staff
used the same standard tnllt Mr. Palmer proposed which we QUoted above. Staff's
analysis was essentially unrebufted. We believe that the change in methodolagy from
usable capacity to target capacity will take into account the emerging unbundled
environment appropriately and adequately.

We are nat persuaded that an additional proceeding to consider m.thodotogies
for determining projections of adual use would be beneficial. The ·projections of actual
use- approach WBS dearly identified in the FCC's Order in .arly August 1996. and
neither Ameritech Illinois, An/MCI, Staff nor any oth.r party chose to develop a fill
factor proposal based on that measure. We are extremely concerned about numerous
rounds of Iitigetion regarding the same SUbject matter. If local exchange competition is
to develop, potentia' competitors require a stable pricing environment within which to
develop business ptans. That will not be possible if we are relitigating significant
assumptions underlying prices.

We are also persuaded that Ameriteeh's unit cost formula has been applied
properly. Contrary to AT&T/Mel's contentions, there is nothing in the FCC Order or our
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cost of ••Mea rules whic:h can rauonab~y De interpreted a. requiring that all growth­
reI.-et .p" c:apcity be removed from TElRIC rat...

As not1Id by AT&T witness Webber, the .daiptlon of cost of capital, depreciation
economic live•• and·filt facten which vary from thOle used by Ameriteeh Illinois In its
TELRIC stud... will "....... the nlClllculation of the annual charge factors using
the new assumption•. The r..h::ulated ACFs atong with the modified fill factors should
then be substituted .s inputs into the TElRlC studies as replacements for the ACFs
and fill factors which Ameritech proposed.

It is ironic that Ameritec:h Illinois suggests tnat in itl futunt LRSIC studies it
should utilize the sam. auumptions regarding cost of capital, economic lives, and fill
factors as areadoptecl ".,... we rejed the suggestion at this time. Ameriteen Illinois
hal ~eclly taken the po.ition that the LRStC studies serve an entirely diff....nt
purpose than the _1"1 of UNE price" and has prapoHd signifacant mocIiftcatlona to
the rnetI"Iodologies we have used in tM past to determine input .~mptions. Indeed,
we have departed In a number of respects trom our existi:ng approach. The
methodology for conductlnt the LRSIC cost studies has been established by rule and is
applicable to all t•••communications. carriers. All int••sted patti.. should t.v. an
oppol1unity to respond to rtf ch&nge. to the rule which may b. necessitated by our
decisions in this proceeding.

C. SlIated and Common Costs

Position of Ameritech Illinois

Amerit.ch IIUnois retained the intemational acc:aunting and consulting firm of
Arthur And.rs.n (-And.rs.n-), a part of Andersen Worldwide, to identify and .sign
shared and common costs asSOCiated with Ameritech lIIinoi.' provision of
intercenneetion. UNEs, and local transport and termination. As Ameritech Illinois
witness Broadhurst explained, Andersen dev.loped a methodology for analyzing and
attributing shared and common costs that it believed was consistent with the FCC
Order. Andersen defined -shared costs· to be those COIti incurred to provide two or
more UNEI (including collocation and local transport and termination services) but
which are unr.'ated to products and services that are not UNE•. It defined ·common
costs· to be tho•• costs that are incurred to operate the busin.ss as a whol. and are
not directly associated with any individual UNEs, prodUda or services or any groups
thereof. Mr. Brolldf'utst states further that Sham costs ar. synonymous with tne t.rm
joint cost' used by the FCC. (AI Ex. 4.0, p. 3). Ander.n attributed sh..-ed and
common costs. once they were identifi.d, to individual UNE. (including collocation and
local transport and termination services) based on m••sures of cost caulation wh.n
available 1 or on accepted allocation methods when me.sures af cost causation did nat
exist.

3S
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• ased on interviews of Ameritech perso",.t ...a its .....,ysi. of Ameritech'l
operation., Andersen delermiMd that shared ana common co" 1IttritMJ..... to UNEs
orlgli""ed primarily from four bu.ine•• units serving whale.... cultorMrs of Ametitech:
Anwitech Information Buliness SeNi... (AilS) serving wtiaIII.... customers of
Anwited'l local Exchange Ier'vic4II .,. PI"Oduc:ts; Network SeNca, the buai,... unit
that ptans, conatruds, ...... "..ruinl Met m...- AmerlttIch's integl.ed
wir"ina telecommunications natwIR~ Centnllizad Services. which provides to
AmeritIlCh Illinois end .... Amaritec:h entiti. tldrninistrative arid other satvices on a
centnllized bIIsis; Corporate. the hudqu.".,. group tNt providel Atnaritech Illinois
and other Amaritech affiliate••ervlces such as finance, lagal, and investor relation
services. (AI Ex.•.0, p.•).

Mr. Broadhurst.tated tMt the FCC specified tMt......,..rId common COItl are
to be forwIIrd-laoking, and Atr*ttech conduded that ...... and comman coats for
Clllandar ye. 1117 .,. moat con8iltMt with thiI requir1lft'1ant. Additionally, Mr.
Broadhurst indicated that Anwitec:h Illinois n.d not camttletM it. 1117 buGfatI at the
time Arthur~n prepared itsltudy. so prMimi,.'Y 1.7 budgetl were uNd. H.
It8tad further that 1_ IICtuaI yew to date ....._ were UMd ••• buil far bruking
down 1917 Networtc 8eNicn Budget to the ItMtt r:I ..it required by Arthur
Andersen's analysi.. (AI Ex. 41.0. p. 5). He Mid that AncMnIen did not~ an
•independent- evaluelion of the efficiency of Ameritech' operations III part at its
analYlls of the 1997 budget data, concfuding that numeroUI other factors ensured that
the datil reflected efficiently-incurred costs.

Arthur Andersen then conducted more interviews with AmeritllCh personnel and
performed analyses to assign 1997 projected costs into 7 categories:

1.
UNE•.

2.
UNEs.

3.
4.
5.
6.
7,

Volume sensitive costs already refleded in TElRIC Itudies of indiVidual

Non-volume ..nsitive costs not included In TElRIC studies of individual

Costs directly attributable to retail services.
Costs directly attributable to non·UNE wholesale services.
Co.ts shated among UNEs.
Costs shared among wholesal. services, including UNEs.
Coata common to UNEs, wholesale and retail services.

COlts in categari.s 1-4 were not allocated as shared and common COltl.
Category 2 COltl were .aded to TELRICs, but not to shared and common costs.
Categories 5-7 ww... apportioned to UNEs. (AI Ex.•.0, p. 9). Ameritech Illinois afso
maintains that Andersen also exeluded from its an.l~sil any capital-related costs of
fixed assets contained in the four orgenizatlon budgets reviewed, even though some of
those costs likely would have been classified as common costs on further analysis.

36
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C8tegOfY 5 COItI were attributed to indiViduat UNEI by llpplying to tho. COlts a
ratio for ue:tI UNE c:aneisting of the -extended TELRle· of the individuat UNE divided
by the •..-..a TELI'lCs· of atlUNEs. The"~ TELRlCs· ... CIIIcU~ for
each UNE by multiplying the TELRIC volume-sensitiv. unit cost of the UN! by the
fo....ted 1117 denwM:I in units for ht UNE. For C.-gay 6 COIta,~ first

. divided th•• costa beflden UNEs al a group lind other AilS who...... products and
services, billed on the relative expenses of such categories oc:curring within AilS. The
resulting shared costs a.signed to UNEs IS a group were the" further attributed to
individual UNf. in the ..". manner .s Category 5 shwec:t caats. For Category 7
costs, or common costs, Andersen first divided the.. costs between Nnttritech' retall
and wh..... business units~ either on meuurea of coat C8Ulltion or the
retative total expenus of the pertinent product. and services, a. applicable. The
common costl assitMd to whoI..... products Md services (AilS) were then further
attributed to UNEs in the same manner IS Category 6 shared costs.

With respect to unbuncII8d loop., C8tegory 5. 8, and 7 costs .... first attributed
to unbundled loop UNEs for ..... of the five Amerttech stat. based on the respective
"extended TELRICs· of all unbundled loopa in each .tate, divided by the -extended
TElRles- of all UNEs regionwidfl. The.. 1t~1C, ......... unbundled loop
shared ccatl were th8t' further assigned to each type of toop within the ... and
among loops in HCh of the s.... rate zones (for lIIinoil, rate zona A. B, and C) using
an equal daft. amount per loop, computed by dividing the .. SpecifIC ...egate
costs by the total number of forecasted unbundled leaps for the It_. On averllge,
Ameritech Illinois' all0C8tlon of shared and common costs to UNEs is 21 percent of the
"extended TELRIC.- (At Ex. 4.0, p. 14).

Intervenor "osition.

AT&T and MCI maintain that the Andersen study should be rejected based on
legal considerations and/or upon implementation errors. They argue that under both
the Local S.rvice Rul.s and the FCC Order, all claims by incumbent LECs SMking to
recover shared and common costs must cI••r thr.. hurdles. First, such daimed costs
must be based on a forward-looking methodology. ICC Cost of service Rules
§79' .20(c) Second. aU shared and common costs must be capable of "reasonable
allocation." FCC Order , 696. Finally. they say costs must not be unduly
discriminatory, citing to Act § 251 (c)(2) and (3), and the III. Public Utilities Act IS 9­
'01 and 9-241. AT&T and MCI claim that the Andersen study faits to clear any of these
hurdles.

According to AT&T and MCI the Andersen methodology for identifying and
attributing shared and common costs is not forward-looking in accordance with the ­
FCC's TELRIC methodOlogy and the Commission's Local Service Rules, because it
used Ameritech's own 1997 projected budgets. AT&T and MCt posit that in some
instances Andersen had to fill gaps in Ameritech's projected budgets by using
information from 1996 budgets (Tr.650-51). AT&T and MCI assen that even if the
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AncterMn study uud onty '117 projected ~tary information, such COltl, in order to
be truly forw8rd-tooking, would Iwve to exclude ona-time ...".. items whiCh are not
1Hc8ty to reocc:ut. .1'10__, tNy abuMt that AnderMn failed to ...."ine the prajeded
'111 budget dlltll to s_ if cioIts were induded which would not reasonably be
eacpeeted to rttOCCUl' on an .......1 buil. Mr. Henson testified that 1117 budget data
doeS not account far the fIIc:t that overhMd. for aU competitors will be reduced as the
market becomes more competitive.

AT&T and MCI aAso ctaim that taking the next operating budget without
M8lyzing wI'MttNr tho.. co•• would be incurred u.ing the I...t technologi•• results
in nothing more th"; a projedtId embedded cost study, which is specifICally prohibited
by the section 252(d)(1) of the Act. (Mel ExhiDit 2.0, pp. 71.73). Dr. Anlwm claimed
thllt a forward-laoking telacammunications system today could expect colts to be 30
pereant below hi.eric levels, ''''ng to the canclwsion that f~ookinQCOInJ*1i.s
have lower shared and common cost•. (MCI Ex. 2.0P. p. 78). He further contended that
because the efficiency criterion WM ignored, the Andersen study overestimates the
true ......d and common costa tI Ameritech by at I...t 20 percent. (Id., p. 79).

AT&T and Mel argue that a number of the "'ared coat, aUocated to UNEI ..
unreasonable and in violation of the Commission'. Cost of s.va Rule•. Dr. Ankum
objected to certain coats which he t*ieves should have been eliminated· frDm the
allocation process becau.. the costa, b...d on the title of the employeel perfanning
the work, are retaU-related. (ICII., pp. 94-101). AT&T and Mel 8110 identified the
salaries, benefits, and other emptoy........ad ....,ses tor personnel who Ameritech
claims supply services solely for unbundled elements in the AilS business unit. They
allege that the.e employees were simply d.signated by Ameritech personnel from
headcount charts, and assigned to unbundlecl elements for shllred co.t purpo.... ua...
p- 108) They also claim Andersen did not undertake an in-depth independent review
of the direct assignments, amount of dollars in the budgets, and personnel assigned to
the various supervisors. They maintain that some '7.95 perc.nt of the w.ges, benefits.
and other associated costs from AilS were misallocated .s joint co.ts directly to UNEs.
(Mel Ex. 2.0, pp. 97-91). Another misassignment of CO.tl to UNEs in the AilS budget,
according to Dr. Ankum, involves the allocation to joint costs of all computer-related .
expenses for all new AilS employees, not just those employ..s serving unbundled
elements. (lsL,. p. 112).

Similar misallocations occurred in almost every business unit according to AT&T
and Mel. In the Corporate business unit budget, the amount which was diredly
assigned ta UNEs reflects the sum af the corporate strategy department, the public
policy department, and the corporate legal department. Dr. AnIlUm maintains that ttle
expense descriptions reveals nothing to distinguish these a.signments directly to
UNEs (~, pp. 112-15). Dr. Ankum recommends moving the•• _penses over to
common costs to be shared by all. (!a. p. 113).

n
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AT&T..a MCllf'gue th8t the corporate '" clepertment co.ts directly alsigned
to UNE... toteIly inappropri•• and Ihould be rwnoved entirely. The bulk of the.e
expenseS are outside counsel fees related to nitrations........... of generally
availabl. tenns and COnditionl, tariff filings and a..oci.ted cost pt'OCHdinga. 8M the
(eau"in; litigation. AT&T .... Mel then argue thet the c.rporate .' ~."t
expenses are an unreasonable assignment ta UNe. fer a numbllr of reasons. UQ.., pp.
, '4-15). First, these upen... a,.. not farward-tooking. Next, the coltl of
implementing the Ad, particuaarly the legal costl of 'implementation, cannot solely be
the D~rden of unbunGted elements. A tiM' rwaaan is one of fund8mentaf faimesi.
AT&T and Mel aplainthat during the arbitnltioN to open the market to competition,
Amerlteeh took posittcns 1...ly viewed. Milile to the new entrantl. To make new
entrants, who "8Ye paid their own lagal upen... in the arbitration proceedings, turn
around and fund their opposttion's .1 expense. is inequitaDle. For all of these
re.sons, AT&T and Mel suggest excluding from both snared and common costs the
entire assignment of • ..,."_ .slociated with "a carpor8te legal department

AT&T and Mel also object to the shared cost .signment from tha Am.itech
Operating CompII,nies (AOC)/StIIte AdministnltionS unit. Thes. consist of consuttant
fees and ~ge and bMeftt cost,. (Mel Ex. 2.OP, p. 103). Because the consuttMt f_
are obviously on.time expenses related to implementing the provisions of the Ad., Dr.
Ankum recommends removing them from the ....ecI COlts category. (!P.. pp. 103..(4).
The remaining wages and ben"',s which have been .'SIitIf'MId a. shared COlts to UNEs
are also suspect. Therefore, Dr. Ankum sug;ests ".•••igning the.. laner public policy
expenses to common COltS. UsL pp. 101-(7). AT&T and Mel maintain that the legal
expense. associated with AOClState Admini'trative unit should be excluded from
recovery as a shared cost. (Mel Ex. 2.0P, pp. 103-(5). In total, Dr. Ankum contends
that these exclusions and reasllgnments reault in a sh..ad cast mark-up for
Ameritech's extended TELRICs of 6.01%, rather than tn. 17.5 percent proposed by
Andersen (Id., pp. 106-107).

ATIT and MCI also contend th.t many of the common costs assigned to UNEI
are unreasonable because both the methodology used to identify items for assignment
as well as the allocation methodOlogy are flawed. The most obvious offenders which
should be excluded from common costs include the openses associated with the
Am.rit.eh Senior Golf Toumament, the sky bOxes at various sporting arenal, the
Museum of Science and Industry in Chicago, the Ameritech Cup expenses, the
performances at the White House and other corporate chantaDle contributions. (Mel
Ex. 2.0P, pp. 109-110; AT&T Ex. 1.0P, pp. 57-59). AT&T and MCI reason that such
promotional advertising and corporate chantable contributions would have been
rejected by this Commission had Ameriteen tried to recover such items in a rate case.

Dr. Ankum a'so maintains ther. are misallocations among the four business
units (Network Services, AOe/State Administration, Corporate, and AilS) which seNe
as a source of common costs. Some examples of minssigned expenses include retail
expenses related to printing AmeriteCh's customers bills, items related to nandling
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return mall. dUPlicate bitting~ special bill prac.HinQ, lind remittMce of Ameritech
customer bill peymenl. (Mel Ex. 2.0P, pp. 110-111). The.. retait rei.. upen..s
wwe notid~ in the AnderHn study, lICCOrdi"l to AT&T ... Mel, dYe to the 1-*
of a comprehenlive study. As support for tnil ...nion, AT&T and Mel point to the
wartcpaperI to lUI'PDft the proposition thIIt only one memcnndurn went out to the
v.-tous Ameritec:h departments and ttlllt memcnndUm ......ed that departments
identifY cost. associated with unbundljnq operationl. (MCI Crc.s Ex. 3P; Tr. 741-42).

AT&T and MCI next chell..... the alloeation scheme for the auignment of
common COlts to UNE.. (Mel Cross Ex. 3P; Tr. 741-42). AT&T ana MCI que that
since th... .. cornman costa. tt.-y shauld be .Iocated uniformly so tn. eKh
Ameritech busine.. activity receives • fair and ....1 stwe of the gen...1 company
overtl.ad. Andersen'. study, h0W'8wtf', allocates common COlts through a seri.s of
ratios. This procell~I .ven more complex when AndetMn consolidates certain
cammon colts in buain... units then r........ out the dilCnttt .-viCes. AT&T Met
MCI argue tnat neith.r Amerttech nor Andersen could provide any meaningful
aptanation a. to why this cample. allocation system was _ieel to common costs
other tnan that is the method used by Ameritecn for int....1 budgeting purpose•.
(AT&TIMCllnitial Joint Brief, p. 124). They maintain this is a dilCriminatory prac:tic:e.

AT&T .nd Mel argue that a c8tegary of non-core telephone competitive
businesses known as New Ventures have been excluded from the allocation~•.
(AT&T Cross Ex. 4; Tr. 777). heliUM of this exdusion. the ratio of non-eore to core
telephone activities hal been decrNHd, u..by incrNlinI the 8mOU~ til common
costs tnat ultimately a.....signed to UNes. (AT&TIMCI Initial Joint 8rief p. 125).
Another e.ample of this disct1mtnatory allocation methodology is. according to AT&T
and MCI. tnat unMdled e'ements .e ultim.tely assigned .bout 2.3% of all corporate
common costs while Ameritech's overs.a. inv.stments .. allocated lesl than 1·" of
corporate cammon costs. (AT&T Cross Ex. 5, p. 20; MCI Cross Ex. 13P). In sum,
AT&T and MCI conclude tnat if costs are truly common and cannat be assign.d by us.,
then the allocation should be uniform and equal.

AT&TIMCI also objed to the allocation mett'\oQology used by Andersen. The
study distributes lne fonICIIsted pool of shared and common COlts by using tne ratio of
extended TELRICs for loops over the extended TELRICs for aU .l.ments. Th.y claim
tnat tne principal dimcutty with such an approach is tnat this distribution m.thod is
critically dependent on the camand forecast for loops. Ameritecl"l'. demand forecasts
are themselv.. suspect, according to AT&T and MCI, because neither Ameritech nor
Andersen proctuced the demand forec••t and did not even p.....nt a witness to explain
and support the forecasted demand, (!!L, p. , 28; Tr. 7....7. IM7).

Dr. Ankum opines that Ameritech's proposed allocations are not consistent with
the competitive objectiv.. of th. Act and the FCC Order. As an example. he state. tnat
unbundled loop. in business districts are burdened with hign. markups for shared and
common costs tnan th.ir counterparts in more rural arNS of the Itate. The percentage
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markup for balic ~i"...laops~in Rate Zone A is 4.9 times as I.... the percentage
markup for thoR ..". loops in Rate Zone C. Or. Ankum ttwefcn recommends a
filed percentage~ over TELRIC for all ..... and~ COltS. (IG.·, pp. 90­
92). Mr. Henson ana Dr. Ankum obSerVe that "'ng a nwk-up methDdotogy for
assigning shared and cammol'l COlts to lcapa enSLnl th. lower priced loops only be.r
their fair. share of the shared .nd common costl. (AT&TlMCllnltillt Joint Brief, pp. 130­
31). Cons.quently, no fixed cost price barrier is erected to compelitlve entry.

While not 8dYocattng the usa of the Andersen methodototJy in order to .Isign
shared and common ca.t. to UNEs, II-='" of three witn.... for AT&T and Mel
attempted to make adjwstrnents to the Andersen .,...,..... which they believed
would bring it cloHr in Itne with the requi...mentl rJf the 1. NA, the FCC Order, and
the Commislion'. 10C81 service rules. First, AT&T wiInesa Henson proposed to remove
retail-oriented coati by applying the 224M. _ ..ted averIIge whole.... discount
prescribed by the CommilSion in the Ameritec:h wholesale cue (Docket 15-045lI0531
Cons.). He then IUgIlISts a method to 'convett Ameritechls 1997 accounting COlts to
-forward..looking eccnomic COlts efficiently inc:ul'nMf.· "*" 51.,. of the total -.couttting
COlts incurred by Ameritech • a proxy for its fo~-Ioakingeconomic costl blIMd on
Ameritec:h's comments to the FCC in Docket 96-91. Then, using~ as the nwkup
Ameritech is proposing in this proceeding, he adjusts tNt amount down to 12.ft using
tna following formula:

304M. x (1-22"') x55% • 12.9%

(AT&T Ex. 1.0P, p. 62.)

Mr. 8ehounek, on behalf of both AT&T and Mel, alao comments on the
calculations of shared ar1d common costs. Mr. BehDunek recatcula1es the s.,.ec1 and
common costs using Arthur And.....n's metl'todotogy and electronic spreadsheets.
(AT&T/Mel Joint Exhibit 6.0, p. 3). First, now.v.r, Mr. Behaunek adjusts tn. starting
budget amounts by annualizing 8 months of 1918 adual expense figures and using that
calculated amount rather than the 1917 budget. His rNeOni"; is that the 1997 budget
was not forward looking, and since AmeMtllCh chose not to use a forward-looking
expense view, it was more reUable to use annualized '111 numbers that contained 8t
least a partial year of actual expense.. He .'so benev. that ., 998 expense. include
costs associated with implementing tne Act, wilt not occur on a regular basis, and .re
therefore nigher than Ameritec:h would normally incur. He admits that the 1996
expenses are not forward-looking, reflect embedded expen••• and in no way reflect
long-term efficiencies. Further, he believes that by using actual e.penses, he has
canservativety accepted the framework that Ameritech ha. proposed without further
overstating those figures in tne manner suggested by Ameritec:h. (Id., p. 5). Finally,
Mr. Sehounek adjusts the 1995 budget projedion by applying the Price Cap Index
formula used by Ameritech illinois for its annual Alternative Regulation rate filing. This
formula, 8S used by Mr. Benounek, reduces the 1996 budget projection to develop a
new base amount for 1997 in eaCh of the four organizations. (Id., p. 6).
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